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UNITED STATES BANKRUPTCY COURT

NORTHERN DISTRICT OF CALIFORNIA

Inre:
JTS CORPORATION,
Debtor.

SUZANNE L. DECKER, Trustee,

Plaintiff,
V.
DAVID T. MITCHELL, JACK TRAMIEL,
SIRJONG LAL “JUGI” TANDON,
COOLEY GODWARD, LLP, MATTHEW
W. SONSINI, ANDREI M. MANOLIU and
ANNA B. POPE,

Defendants.

Case No. 98-59752-MM
Chapter 7

Adv. Proc. No. 00-5423

OPINION

INTRODUCTION

The trustee for the bankruptcy estate of JTS Corporation alleges that certain JTS directors and

other controlling persons removed millions of dollars from the corporation that otherwise belonged to

the bankruptcy estate. The trustee’s second amended complaint asserts claims against the director

defendants for breach of fiduciary duty, preference, fraudulent conveyance, equitable subordination,

avoidance of transfers, illegal redemption of shares and alter ego liability arising out of five distinct
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businesstransactions. Thecomplaint also assertsclaimsof intentional breach of fiduciary duty and legal
mal practice against the attorneys that represented JT'S during the time when the transactions occurred.
Finally, thetrustee allegesderivativetheoriesof recovery including unfair business practices, conspiracy
and aiding and abetting.

Both plaintiff and defendants seek summary judgment with respect to multiple claimsfor relief.
For the reasons set forth, partial summary judgment is granted only with respect to the alter ego clam

and the claimsrelated to the Atari bridge loans.

PROCEDURE ON SUMMARY JUDGMENT

Summary judgment obviatesthe need for trial wherethereisno genuineissue asto any material
fact and the moving party isentitled to judgment asamatter of law. Fed. R. Civ. P. 56(c). To determine
whether any genuine issue of fact exists, the court must pierce the pleadings and assess the proof as
presented in depositions, answers to interrogatories, admissions and declarations that are part of the
record. Fed. R. Civ. P. 56, Notes of Advisory Committee on Rules. The party seeking summary
judgment bears the initial burden of proving thereis no genuine issue of material fact. Celotex Corp.
v. Catrett, 477 U.S. 317, 323, 106 S. Ct. 2548, 2553 (1986). In response, the non-moving party cannot
rest on bare pleadings al one but must use the same evidentiary toolsto designate specific material facts
showing that thereisagenuineissuefor trial. 1d. at 324, 106 S. Ct. at 2553. Although abare contention
that an issue of fact existsisinsufficient to create afactual dispute, the non-moving party’ sevidenceis
to be believed and all reasonable inferences from the facts must be viewed in that party’s favor.

Anderson v. Liberty Lobby, Inc., 477 U.S. 242, 255, 106 S. Ct. 2505, 2513 (1986).

BACKGROUND

JTSCorporation designed, manufactured, and marketed hard disk drivesfor personal computers.
Through merger, JTS acquired the assets of Atari Corporation in 1996, which consisted of $15 million
in cash, $55 million attributable to intellectual property, and eight real properties with a book value of
$10 million. Following the merger, shares of JTS stock were publicly traded on the American Stock

Exchange.
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In 1997, thedisk driveindustry suddenly declined and salesplummeted. Tosurvive, JTS sboard
of directors decided to pursue a business model based on alow-cost, higher-performance disk drive.
Despite management’s efforts, the company was unable to recover. On November 17, 1998, the
company wasforcedinto bankruptcy through aninvoluntary petition. JTSthenfiled avoluntary petition
for relief under Chapter 11 on December 4, 1998. JT'S scheduled assets of $4.2 million and liabilities
of $136 million. On January 29, 1999, the court ordered the case converted to Chapter 7. For the
purposes of these motions, insolvency is presumed.

At al relevant times, defendants David Mitchell, Sirjang Lal Tandon, and Jack Tramiel were
directors of JTS. Defendant Cooley Godward, LLP is alaw firm that served as counsel to JTS, and
defendants M atthew Sonsini, Andrel Manoliu, and AnnaPopewere attorneyswiththe Cooley firm. All
other defendants to the complaint have settled with the trustee and have been dismissed.

Because each of the underlying busi nesstransactions servesasthebasisfor morethanoneclaim,
thisopinionisorganized according to thosetransactions. Factsregarding each transaction are discussed
as appropriate below, and any factual disputes are noted. Objections to evidence are only considered
where essential to the court’ s decision and are otherwise deemed moot. Initially, however, thisopinion
reviewsthetrust fund doctrineunder Delawarelaw becauseit pervadesthetrustee’ stheoriesof recovery

for breach of fiduciary duty.

DiscussioN

[ Liability For Breach of Fiduciary Duty Turnson the Applicability and the Par ameter s of
Delawar € s Trust Fund Doctrine.

A. Both the Trust Fund Doctrine and 8§ 144 of Delawar€’ s Genera Corporation Law Could
Apply to the Facts of this Case.

Thetrustee assertsthat because JTSwasinsolvent at the time of the challenged transactions, the
trust fund doctrine supplies the legal standard under which the alleged breaches of duty should be
judged. Thetrust fund doctrine provides that, upon insolvency, a corporation’ s assets become subject
to atrust for the benefit of creditors. The doctrine's source has been traced to Wood v. Dummer, 30 F.
Cas. 435 (D. Me.1824), where Circuit Justice Story concluded that the capital stock of adissolved bank,
which had been distributed to the bank’ s stockhol ders, washeld asatrust fund for payment of thebank’s
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debts. Reasoning that, upon dissolution, the claims of creditors are superior to claims of stockholders,
Justice Story found that the equitable imposition of atrust would allow the bank’s creditors to follow
the capital stock into the hands of the stockholders, even though the corporation had dissolved. 1d. at
436-37. The roots of the doctrine, then, lie in its use as a tool to enforce the absolute priority rule
requiring that creditorsbe paid ahead of equity. Today, Justice Story’ suse of equitable powersto create
atrust and avoid injustice is reflected in the remedy known as a constructive trust.

Wherethetrust fund doctrineis strictly applied, protection of thetrust res, the corporate assets,
is of paramount importance. New York Credit Men's Adjustment Bureau v. Weiss, 305 N.Y. 1, 10
(1953)(directors were personally liable when they failed to obtain full value at an auction of corporate
assets). Eventhoughlossmay result fromthe directors’ poor judgment, creditors are entitled to recover
their loss from the directors. 1d. The trust fund doctrine, however, has been widely criticized.
According to one authority, “no concept has created as much confusionin thefield of corporate law as
hasthe‘trust fund doctrine.”” 15A Fletcher Cyclopediaof Private Corp., 87369. Only avery few cases
have followed the doctrinein this strict sense. See, e.g., Saracco Tank & Welding Co., Ltd. v. Platz, 65
Cal. App. 2d 306, 315, 150 P.2d 918, 923 (1944); Gantenbein v. Bowles, 103 Or. 277, 292, 203 P.2d
614, 619 (1922); Wood, 30 F. Cas. at 435; Weiss, 305 N.Y. at 1.

The defendants, by contrast, assert that § 144 of the Delaware Genera Corporation Law, 8 Del.
C. 8144, dictatesthat fairnessisthe appropriate standard of review. Section 144, adopted in 1967, was
developed to ameliorate the common law rule that transactions between a corporation and one of its
directorswerevoid per se. Under the Delawarestatute, the self-interest of adirector doesnot necessarily
render atransaction void. It provides:

No contract or transaction between a corporation and 1 or more of its directors or officers. . .
shall be void or voidable solely for thisreason . . ., if:

1) The material facts asto the director’ sor officer’ srelationship or interest and asto the
contract or transaction are disclosed or are known to the board of directors or the
committee, and the board or committee in good faith authorizes the contract or
transaction by the affirmative votes of a majority of the disinterested directors, even
though the disinterested directors be | ess than a quorum; or

2) The material factsasto the director’ sor officer’ srelationship or interest and asto the
contract or transaction are disclosed or are known to the shareholders entitled to vote
thereon, and the contract or transaction is specifically approved in good faith by vote of
the shareholders; or
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3) The contract or transaction isfair asto the corporation as of thetimeit is authorized,
approved or ratified, by the board of directors, acommittee or the shareholders.

8 Ddl. C. §144. Accordingto Delaware courts, this section transfersthe burden of proving thefairness
of atransaction. Cinerama, Inc. v. Technicolor, Inc., 663 A.2d 1134 (Del. Ch. 1994), aff'd, 663 A.2d
1156 (Del. 1995); Cookev. Oolie, 1997 WL 367034, at *8-9 (Del. Ch. June 23, 1997). Without director
or shareholder ratification, theinterested director hasthe burden of establishing that the transaction was
fair to the corporation. See 8144 (a)(3). But, if the shareholders or a majority of the disinterested
directors ratify the transaction with full knowledge of the interested relationship, the burden of proof
shifts to the party challenging the transaction to demonstrate that the transaction is unfair. See
8 144(8)(1) and (2).

Here, many of the claims involve interested director transactions that occurred while JTS was
insolvent and allegedly resulted in harm to JTS's creditors by dissipating assets that would otherwise
beavailablefor distribution. Under these facts, both § 144 and the trust fund doctrine could apply. The
trustee, who openswith the trust fund doctrine, arguesthat § 144 does not affect the trust fund doctrine
as it appliesto insolvent corporations. The defendants start from the premise that § 144 appliesto all
interested director transactions and assert that insol vency doesnot changethat fact. No caselaw answers
the question whether § 144 supplants the application of the trust fund doctrine. The task, then, isto
determine whether these two independently devel oped legal concepts actually conflict and, if so, which
controls the facts of this case.

B. The Evolution of the Trust Fund Doctrine in Delaware is Based on Fairness and Does
Not Support Per Se Liability.

Thetrusteerelies primarily on Bovay v. H.M. Byllesby & Co., 38 A.2d 808 (Ddl. 1944), to argue
that, upon insolvency, new duties arise for boards of directors that did not previously exist, including
unyielding duties not to harm the corporation, not to profit from a transaction with the corporation, not
to repay a corporate debt owed to a director ahead of other creditors, and an affirmative duty to give
equal value. Delaware’ s adherence to the trust fund doctrine, she urges, strictly forbids any breach of
these duties without regard to the fairness of the transaction. However, a careful reading of Bovay, and

other early Delaware cases discussing the trust fund doctrine, reveals that the Delaware courts have
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always been uneasy with the ideathat an insolvent corporation’ s assets should be held in strict trust for
the benefit of its creditors.

For example, in MacKenzie Oil Co. v. Omar Qil & Gas Co., 120 A. 852 (Del. Ch. 1923), the
court upheld the validity of a Delaware statute that authorized creditors to request the appointment of
areceiver for aninsolvent corporation. The court found that the statute created anew substantiveright.
Although the court characterized the creditors new right as“somewhat in the nature of atrust,” it was
careful to note that the statute did not “in a strict sense . . . create atrust.” 1d. at 858. Further, and
perhaps more significantly, the court pointed out that, absent the statute, insolvency would not convert
corporate assets into a“quasi trust for the benefit of creditors.” 1d. at 857.

The Delaware courts’ next occasion to take up the trust fund doctrine occurred in Asmussen v.
Quaker City Corp., 156 A. 180 (Dd. Ch.1931). Theissuein Asmussen was whether the directors of an
insolvent corporation on the verge of dissolving could pay the claims of certain non-insider creditors
without paying other non-insider creditors. Referring to the lack of clarity surrounding the trust fund
doctrine, the court remarked that the use of the word “trust” took the law beyond what was warranted
in describing the relationship between an insolvent corporation and its creditors. 1d. at 180-81. The
court concluded that “equity will not treat the assets of an insolvent corporation as atrust fund for the
benefit of creditorsin the sense that one creditor has aright to be paid his debt pari passu with all other
creditorssimilarly situated.” Id. at 183. Inreaching thisconclusion, the court reasoned that acorporate
creditor “hasnojust right slothfully to sit quietly in possession of hisclaim and expect, in case hisdebtor
becomes insolvent, the courts to protect him through the instrumentality of ajudicially created trust.”
Id. at 182. However, the court left open the question whether principles of fairness might justify
exceptions from the general rule, especialy where the preferred creditor is a corporate insider. 1d. at
181-82.

In Pennsylvania Co. for Insur. on Lives and Granting Annuities v. South Broad Street Theatre
Co., 174 A. 112 (Ddl. Ch. 1934), the court confronted the very issue that Asmussen left open: whether
the directors of an insolvent corporation on the eve of collapse could make paymentsto a creditor who
wasalso adirector of the corporation. Becausethechancellor believed it wasunfair to prefer acorporate

insider, he found that paymentsto the director were void to the extent that the director-creditor received
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more than his pro-rata share. The chancellor reasoned that “ applied common honesty” prohibited the
director of a sinking corporation from taking advantage of his position “by rushing ahead to aplacein
the life boat, . . . ahead of hisfellow passengers.” Id. at 116. The chancellor discussed the trust fund
doctrine only to the extent that he recognized it as one name tag applied to justify arule that director-
creditors of an insolvent company may not enjoy a preference over other creditors. He noted that the
“so-called” doctrine was not inconsistent with his holding because it arose from principles of honesty
and fairness. Id.

Even in Bovay, it is apparent that the court’s decision was guided by fairness. In Bovay, the
bankruptcy trustee of acorporate debtor sought to recover money that had been paid through self-dealing
and fraud. The complaint alleged that the debtor’ sofficersand directors paid the defendantsin violation
of their fiduciary duties to the debtor. The lower court had dismissed the complaint finding that the
directorswere not trustees of an expresstrust and that the statute of limitationsfor actionsat law barred
the suit.

Thesupremecourt reversed thedismissal. Citing Asmussen, thecourt paidlip servicetothetrust
fund doctrine:

An insolvent corporation is civilly dead in the sense that its property may be

administered in equity as a trust fund for the benefit of creditors. . .. The fact which

creates the trust is the insolvency, and when that fact is established, the trust arises, and

the legality of the acts thereafter performed will be decided by very different principles

than in the case of solvency.

Bovay, 38 A.2d at 813. The court never described the substance of those“ very different principles’ but
instead discussed severa cases where directors were treated as trustees due to extraordinary
circumstances, most often involving self-dealing. From these cases, the court concluded that, under
varying circumstances, courtswill treat directors of corporations as trustees when directors have taken
“such advantage of their position of trust as public policy could not tolerate.” 1d. For example, the
court stated that directors are not trusteesin astrict and technical sense but may be treated as such when
they have “unlawfully profited through breach of duty, and at the expense of the corporation.” 1d.
Significantly, this conclusion was not limited to the circumstance of insolvency. Rather, the court

treated insolvency asan important factor that could equitably |ead to characterizing directors astrustees.

“[W]heredirectorsarerequired to answer for wrongful acts of commission by which they have enriched
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themselvesto theinjury of the corporation, acourt of consciencewill not regard such actsas meretorts,
but as serious breaches of trust . . . especialy where insolvency of the corporation isthe result of their
wrongdoing.” 1d. at 820. It isapparent that the court was swayed by the inequity that resulted from a
combination of two factorsbeforeit: persona profit by theinsidersand harm to the corporation leading
to itsinsolvency.

C. The Current Lega Standard Governing Trust Fund Doctrine Clams in Delaware
Requires Consideration of Fairness.

In the years following Bovay, Delaware law has not followed an uncompromising trust fund
doctrine. Although the supreme court has not had an opportunity to discuss theissue further, the lower
courts, while still citing Bovay, have generally turned away from describing directors of an insolvent
corporation as guardians of a trust fund for the benefit of creditors. Delaware's shift in approach
recognizes, instead, that insolvency creates an exception to the general rule that a corporation owes no
fiduciary dutiestoitscreditors. See Geyer v. Ingersoll Publications, 621 A.2d 784, 787 (Del. Ch. 1992).

While the trust fund doctrine and the insolvency exception both recognize that the directors of
an insolvent corporation owe duties to the corporation’s creditors, the two approaches differ
significantly. The trust fund doctrine provides the courts with trust remedies as ameansto enforcethe
absolute priority rule. In properly distributing an insolvent corporation’s assets, the doctrine' s trust
remedies make sense. However, as the Asmussen court recognized early on, trust principles create
problems when they are applied outside the distribution context. The insolvency exception recognizes
that the fact of insolvency fundamentally altersthe rel ationship between a corporation, its shareholders
and its creditors. As a result, a new fiduciary relationship arises running from the directors of the
insolvent corporation in favor of the corporation’s creditors. The rationale for this approach
acknowledgesthat creditors need protection even if an insolvent corporation isnot liquidating, because
the fact of insolvency shiftsthe risk of loss from the stockholdersto the creditors. While stockholders
no longer risk further loss, creditors become at risk when decisions of the directors affect the
corporation’ s ability to repay debt. Thisnew fiduciary relationship is certainly one of loyalty, trust and
confidence, but it does not involve holding the insol vent corporation’ s assetsin trust for distribution to

creditors or holding directors strictly liable for actions that deplete corporate assets.
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The earliest indication that Delaware was adopting the insolvency exception surfaced in Har ff
v. Kerkorian, 324 A.2d 215 (Dd. Ch. 1974). There, the court announced that directors owed no
fiduciary duties to a debenture holder absent “specia circumstances’ such as fraud, insolvency or
violation of astatute. Id. at 222. Similarly, in Holloway v. Sharon Land Co., 1977 WL 2573 (Ddl. Ch.
Aug. 25, 1977), the court invalidated certain preferential payments made by an officer and fifty percent
shareholder to himself whilethe corporation wasinsolvent. Thecourt stated that “ Delawarelaw isclear
that corporateofficers, asfiduciaries, may not profit fromtheir position of trust and that when challenged
they bear the burden of proving that transactions with the corporation, in which they have a personal
interest, arefair.” Id. at *3, citing, Bovay, 38 A.2d at 808.

Recently, the court in Geyer v. Ingersoll Publications, 621 A.2d 784 (Del. Ch. 1992), was asked
to determine the precise point in time when acorporation’ sdirectors began to owefiduciary obligations
to creditors. To support its conclusion that fiduciary duties to creditors arise upon a corporation’s
insolvency in fact and not only after statutory dissolution proceedings are filed, the court pointed to
Bovay's language that “the fact which creates the trust is insolvency.” Despite reliance on Bovay's
reference to a trust, the Geyer court clearly analyzed the case before it in terms of the insolvency
exception and the advent of fiduciary duties owed to creditors.

Most recently, in Odyssey Partners, L.P. v. Fleming Companies, Inc., 735 A.2d 386 (D€l. Ch.
1999), the court noted both thetrust fund |anguage from Bovay and Geyer’ sdiscussion of theinsolvency
exception. Without any real discussion of the differences between the two analytical frameworks, it is
clear that the court considered the transaction at issue in light of the directors’ need to fulfill fiduciary
duties to unsecured creditors. Inthat case, amajority shareholder, who was also a secured creditor of
an insolvent holding company, foreclosed onits collateral, which consisted of the stock of an operating
subsidiary. The minority shareholders alleged that the directors breached their fiduciary duty by
allowing the foreclosure sale to go forward, despite thefact that the board negotiated for and obtained
themajority sharehol der/secured creditor’ sagreement to pay off theunsecured creditors. Whilethetrust
fund doctrine would dictate that board approval of the foreclosure wasimproper becauseit alowed the

insider-creditor to receive payment ahead of unsecured creditors, the court found that the directors did
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not breach their duty becausethetransactionwasfair asit assured full payment to theunsecured creditors.

Thislitany of cases demonstratesthat Delaware has never relied on thetrust fund doctrinein the
strict sense. Despite continued references to Bovay, Delaware case law has followed the insolvency
exception in shifting the duties of corporate directors. Asaresult, thetrustee' sreliance on Askanasev.
Fatjo, 1993 WL 208440 (S.D. Tex. 1993), isunpersuasive. The Texascourt’ sconclusionthat Delaware
strictly follows the trust fund doctrineis at odds with Delaware precedent.

Delaware's recognition that the trust fund doctrine is limited to the application of remedies
designed to assure fairness is consistent with the constructive trust concepts from which it arises. As
one authority has noted, a constructive trust is afiction of equity. It is“aformulathrough which the
conscience of equity finds expression.” Bogert, The Law of Trust and Trustees, 8471 at p. 8 (rev. 2d
ed.). Thereisno trueintent to create atrudt, rather it is adevice used to work out an equitable result
when a party has gained possession of property through unjust or unlawful means. Id. at p. 5.

Moreover, present day reality simply does not lend itself to strict application of the trust fund
doctrine. Numerous tests determine insolvency and, often, insolvent corporations are not on the verge
of liquidation. Seemingly insolvent entities continuein business for extended periods of time and may
attempt to restructure or reorganize outside of bankruptcy. Thus, thereisaneedto consider thefiduciary
duties of directors beyond the narrow confines of the trust fund doctrine, which Delaware has
accomplished through adoption of theinsol vency exception. Delaware courtshistorically havebalanced
thefairness of transactionswith theinterestsof acorporation’s constituent groups. Becausethefairness
analysisis not significantly different than the standard set out in § 144(a), | conclude that § 144(a) and
the so-called “trust fund doctring” as interpreted in Delaware are not in conflict.

D. Section 144(a)(1) of Delaware General Corporation Law Is Not Applicable to
Transactions Affecting Creditors Rights.

_ Theremaining question is whether the ratification provisions of § 144(a)(1) require the trustee
to establish that the challenged transactions were unfair before they are voidable. Asthe trustee aptly
points out, ratification provisionslike § 144(a)(1) areintended to allow the parties generally affected or
harmed by the board’ s business decisions to absolve the board of directors of any impropriety in their

conduct, but corporate or shareholder ratification does not apply to creditors who would be prejudiced
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thereby. In re Western World Funding, Inc., 52 B. R. 743, 773 (Bankr. D. Nev.1985), citing,
McCandlessv. Furland, 296 U.S. 140, 56 S. Ct. 41 (1935). Because creditorscannot protect themselves
through the selection of the company’ s managers, they should not be bound by provisionsthat limit the
scope of those managers’ duties. InreBen Franklin Retail Sores, Inc., 225 B.R. 646, 652 (Bankr. N.D.
111, 1998).

Insum, thelegal standardto beappliedinaddressingthetrustee sbreach of fiduciary duty claims
requiresthetrusteeto establish an interested director transaction. Once established, the defendants bear
the burden of proving that the transaction was entirely fair to the corporation’ s constituent groupsat the
timeit was authorized. This standard does not require proof that the directors acted with evil intent to
establish a breach of duty. Rather, an interested director is presumed to have acted in his own self-
interest, absent proof that the transaction wasfair. Thistest isno different from the standard set forth
in 8§ 144(a)(3) or that enunciated in Holloway v. Sharon Land Co., 1977 WL 2573, at *3. With this

standard in mind, the court examines the claims.

1. Questions of Fact Preclude Summary Judgment on the Claims Related to the Sale of Real
Property.

Upon merging with Atari, JTS became the owner of eight parcels of property scattered across

Texas and California with a combined book value of $10 million. Shortly after the merger was
completed, JTS decided to sell the parcels for operating funds. Defendant Tramiel, who had been the
chairman of Atari’sboard of directors and, after the merger, became one of JTS' s directors, offered to
purchase the properties. Under the terms of the sale, JTS received $10 million, the properties’ book
value, plusit retained the right to repurchase the properties for one year following the sale. In return,
Tramiel held title to the properties and aso received the $1 million annua rental income that the
propertiesgenerated. Accordingto thetrustee' sexpert, thefair market value of the eight propertieswas
nearly $16 million at thetimeit was sold to Tramiel. The defendantsinsist that the property was worth

no more than JT S received, namely $10 million plus a repurchase option.
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A. The First Claim for Relief - Breach of Fiduciary Duty.

The trustee seeks summary judgment on her first claim for relief because the trust fund doctrine
dictatesthat Tramiel breached hisfiduciary dutiesto JTS and its creditors when he purchased the eight
parcels from the corporation for less than fair market value. She asserts that the purchase harmed JTS
by reducing its net worth by nearly $6 million. Shefurther arguesthat the evidence showsthat Tramiel
advanced hispersonal interests over those of JTSwhen he structured the transaction asasalerather than
a secured loan and when he refused to extend the repurchase option.

Under the standards discussed above, the trust fund doctrine does not automatically entitle the
trusteetojudgment if the property was conveyedto Tramiel for lessthanitsfair market value. However,
she has provided proof of an interested director transaction, which shifts the burden onto Tramiel to
prove the transaction’s fairness to the corporation. To defeat the trustee’s motion for summary
judgment, then, Tramiel needs to demonstrate that there is a genuine issue of fact regarding the
transaction’s fairness.

Although the defendants have not offered their own valuation expert to establish that the real
estate sale was fair, they point out that the deadline for expert disclosure has not yet expired. They
request time, pursuant to Fed. R. Civ. P. 56(f) to take the deposition of thetrustee’ sval uation expert and
to engage an expert of their own. Evenwithout the benefit of their own expert, the defendants assert that
the trustee' s evidence of fair market value compared to book value is not enough to entitle the trustee
to summary judgment. For example, the defendants point out that JTS was in urgent need of cash and
sought a quick sale. Further, defendants note that by selling to Tramiel, JTS was able to sell al eight
properties as a package and reduce the costs of sale. Construed in the defendants’ favor, this evidence
establishes that other factors must be weighed against the evidence of fair market value to determine
whether the salewasor wasnot entirely fair to JTSunder the circumstances. Becausethisdetermination
cannot be made on the sparserecord currently beforethe court and, in light of thedefendants’ Rule 56(f)
request to defer ruling based on the need for expert discovery, the trustee’s motion for summary

judgment as to her first claim for relief is denied without prejudice.
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B. The Second Claim for Relief - Fraudulent Conveyance.

The trustee also aleges that Tramiel’s purchase of the real properties for less than their fair
market value while JTS was insol vent was afraudulent conveyance under Californialaw. Inacurious
twist, the only defendant against whom this claim is directed, Tramiel, has not moved for summary
judgment on this claim. Nevertheless, the other director defendants have found it necessary to argue
that Tramiel should be entitled to summary judgment on the second claim for relief because the other
directors want to avoid indirect liability for the sale of the real property. They assert that, as a matter
of law, the undisputed sales price of $10 million plus arepurchase option constitutes fair value.

While the court in In re Cavillo, 263 B.R. 214 (Bankr. W.D. Tex. 2000), found that it was
reasonabl e to value a repurchase option by subtracting the fixed exercise price from the value of the
property at the time of transfer, it also recognized that “valuation considerations are inherently fact-
laden, turning on the case-specific circumstances surrounding the debtor’ s decision to enter into the
challenged transaction.” 1d. at 220. Here, the trustee has offered expert testimony indicating that the
fair market vaue of the properties was substantially greater than the consideration JT'S received in
return. Although the defendants question the credibility of that evidence, | accept it as true in
considering whether the defendants might be entitled to summary judgment. To the extent the outcome
of this claim affects the derivative claims, the question whether JT'S received reasonably equivalent

valuein exchange for the real properties must be resolved at trial.

[1l. Questionsof Fact Preclude Summary Judgment on theClaimsRelated totheNationsBanc-
Series D/E Stock Exchange Transaction.

Inlate 1997, one of JTS s major shareholders, Amber Arbitrage, agreed to participatein aplan
to infuse cash into JTS. Amber, along with Mitchell, Tandon and Tramiel, collectively the Amber
Group, placed $25 millionin an escrow account. Pursuant to the plan, JTS established a second escrow
account that contained $25 million of JTS Series D convertible stock. Each Series D share was
convertible to 5,000 common shares of stock at an additional conversion price of $0.65 per share.

Amber, as the Amber Group’s largest contributor, retained authority to release funds from the cash

13

OPINION




© 00 N o o b~ w N P

N RN DN N N N N NN R P P R R R R R p
®w N o g A W N P O © 0N O 00 DM W N B O

escrow. Whenever Amber permitted JTS to draw down the cash escrow account, the Amber Group
received a corresponding amount of Series D stock in exchange.

By November 1997, Amber had authorized the release of $13.4 million from the cash account.
Thereafter, the price of JTS common stock plummeted to alevel whereit could be purchased for less
than the conversion price of the Series D stock, leaving the Series D stock worthless. Asaresult, when
JT S requested permission to use additional funds from the cash escrow, Amber refused, necessitating
asearch for funding from other sources. In February1998, NationsBanc agreed to provide a$10 million
line of credit to JTSif the Amber Group provided collateral for theloan. While the Amber Group was
unwilling to release further funds from the escrow directly to JTS, it waswilling to allow the escrowed
funds to be used as collatera for the NationsBanc loan. The Amber Group purchased $10 millionin
certificates of deposit with funds from the cash escrow account. NationsBanc also received a security
interest in all of JTS s assets, and the Amber Group received ajunior lien on JTS s assets to the extent
that the certificates of deposit were drawn down.

As consideration for providing the certificates of deposit as collateral, JTS agreed to exchange
the Series D stock for an equal number of shares of newly issued Series E convertible preferred stock.
Themain difference between Series D and Series E stock was alower conversion price. Each SeriesE
share was convertible to 5000 common shares at a conversion price of $0.10 per share, a price below
JTS sthen current trading price. At thetime JTS issued the Series E stock, the discounted conversion
price would have enabled the Amber Group to recover the $13.4 million it had lost when the Series D
stock became worthless. However, the Series E stock was subject to alock-up period that prevented
exercise of the conversion rights prior to August 5, 1998. By the end of the lock-up period, the price of
JT'S's common stock had again dropped below the conversion price of the Series E shares.

A. The Third Claim for Relief - Breach of Fiduciary Duty.

The trustee alleges that each member of the Amber Group breached fiduciary duties owed to
JTS screditor body by unfairly profiting from the NationsBanc-Series D/E transaction. The defendants
assert that they are entitled to summary judgment on this claim, first, because the shareholders ratified

the transaction and, second, because the transaction as awhole was intrinsically fair.
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The defendants’ ratification argument is not persuasive because the breach of fiduciary duty
claims are based on theinterests of JTS s creditor body. Moreover, the record only establishesthat the
shareholdersratified an amendment to the certificate of incorporation increasing the authorized number
of shares of common stock; there is no evidence that the shareholdersratified the entire transaction.

In support of their argument that thetransaction wasfair to JTS, the defendants point to evidence
establishing that JTS was in need of money and that the terms of the NationsBanc secured loan were
dictated by Amber Arbitrage, not the other members of the Amber Group. Further, the defendantsurge
that the Series D/E exchange portion of the transaction was fair because the exchange was in
considerationfor Amber Arbitrage’ sagreement to make $10 million availableto securetheNationsBanc
loan. Finally, the members of the Amber Group assert that they did not unfairly profit from the
transaction because they did not receive anything of value in light of the lock-up period that prevented
them from converting their stock.

In opposition, thetrustee arguesthat the NationsBanc-Series D/E transaction was unfair because
the Amber Group obtained alien on JTS assets that fully secured the group’ s $10 million guarantee of
the NationsBanc loan. The trustee argues that the additional exchange of Series E stock for the
worthless Series D stock was awindfall that was not justified by the value of its guarantee. In support
of thisargument, the trustee offers evidence, by way of expert testimony, that the SeriesE stock did have
value at the time it was exchanged for the worthless Series D shares.

Although the defendants object to the declaration of thetrustee’ sval uation expert, the objection
goesto the weight of the evidence. On summary judgment, the court is not allowed to weigh evidence
or thecredibility of thetestimony. Thenon-moving party’ sevidenceisto bebelieved and al reasonable
inferences from that evidence must be drawn in the non-moving party’ sfavor. Inlight of this standard,
| conclude that the evidence offered by the trustee rai ses a question of fact regarding the entire fairness
of the NationsBanc-Series D/E transaction. Summary judgment is not appropriate asto thethird claim
for relief.

B. The Fifth Claim for Relief - Fraudulent Conveyance.

The trustee alleges that the defendants gave NationsBanc alien on JTS' s assets when the bank

did not require or want the lien as consideration for the secured loan. Instead, she asserts, the lien was
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fraudulently conveyed to NationsBanc with intent to hinder, delay or defraud creditors. The defendants
seek summary judgment on this claim because, they maintain, the trustee has no evidence of fraudulent
intent. Thisargument isnot compelling in light of the deposition testimony of Joseph Prezioso, JTS's
CFO at the time of the NationsBanc transaction. Prezioso’s testimony suggests that NationsBanc did
not request the lien, rather the Amber Group insisted on the blanket lien, in part, to prevent disruption
of JTS' s business by various creditors who were attempting to seize its assets.

Relying on Fed. R. Civ. P. 32(a), the defendants obj ect to Prezioso’ stestimony because they had
no notice of and were not represented at Prezioso’'s deposition. Here, however, Prezioso has aso
submitted a declaration incorporating his deposition testimony by reference. The substance of his
testimony then will be treated asif it was set forth in adeclaration. Further, the deposition of Pamela
Martinson, a Cool ey attorney that worked on the NationsBanc transaction, also provides support for the
trustee. Her testimony reflects her knowledge of another case where alien was used to make it harder
for creditorsto attach assetsand an intent to protect JTSin the samemanner. All of thisevidence, taken
astrue, is sufficient to avoid summary judgment in defendant’ s favor on the fifth claim for relief.

C. The Sixth Claim for Rdlief - Lien Subordination.

When JT Sdefaulted onitsobligationto repay the NationsBanc | oan, NationsBanc began to draw
down on the $10 million certificates of deposit that the Amber Group pledged as collateral for the loan.
Totheextent that the collateral was affected, the Amber Group was subrogated to NationsBanc’ s senior
secured rights under ablanket lien on JTS s assets. Asaresult, the Amber Group assertsalien against
JTS sbankruptcy estatein an amount slightly over $4 million. In her sixth claim, thetrustee allegesthat
the $4 million lien should be subordinated to the claims of unsecured creditorsin compliancewith 8510
of the Bankruptcy Code.

Both sides seek summary judgment on this claim. The trustee argues that the undisputed facts
establish that subordination is mandatory under 8 510(b). The defendants counter that § 510(b) is not
applicableto their claim and that the trustee has no evidence that the Amber Group engaged in the type
of inequitable conduct required to subordinate a lien under § 510(c).
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1. Mandatory Subordination

Section 510(b) of the Bankruptcy Code specifies the distribution treatment to be accorded to
claims for rescission of or damages arising from the purchase or sale of securities of a debtor. It
provides:

For the purpose of distribution under this title, a claim arising from rescission of a

purchase or sale of a security of the debtor or of an affiliate of the debtor, for damages

arising from the purchase or sale of such asecurity, or for reimbursement or contribution

allowed under section 502 on account of such aclaim, shall besubordinatedto all claims

or interests that are senior to or equal the claim or interest represented by such security,

except that if such security is common stock, such claim has the same priority as

common stock.

11 U.S.C. §510(b). The question here is whether this section affects the Amber Group’s $4 million
claimsecured by itslienagainst JTS sassets. Thetrusteearguesthat it doesbecausethe Amber Group’s
claim “arises from” the purchase or sale of asecurity, JTS's Series E stock.

The exact meaning of the phrase “arising from” in § 510(b) isunclear. More recent decisions,
however, areadamant that the statute’ s scope should beinterpreted broadly to give effect to theremedial
goals of the statute. SeeInre Telegroup, Inc., 281 F.3d 133 (3d Cir. 2002); In re Betacom of Phoenix,
Inc., 240 F.3d 823 (9" Cir. 2001); Inrelnter national Wireless CommunicationsHoldings, Inc., 257 B.R.
739, 746 (Bankr. D. Del. 2001); In re Kaiser Group Int’l, Inc., 260 B.R. 684 (Bankr. D. Del. 2001).
Based on this more expansive construction, courts have extended § 510(b)’ sreach to include breach of
contract claims and claims based on wrongful conduct that occurs after the securities sales transaction
iscompleted. Betacom, 240 F.3d at 829 (breach of contract claim seeking damagesfor failureto convey
the debtor’ sstock asrequired under merger agreement); Inre Geneva Seel Co., 281 F.3d 1173 (10" Cir.
2002)(claim for damagesbased on post-investment misrepresentationsthat allegedly caused theinvestor
to hold on to the debtor’ s stock rather than sell it). The case law, however, does not clearly define the
outer reaches of mandatory subordination. Instead, the courts assess whether the policies and goals
underlying the statute support subordination in the given circumstances before them.

Although concern with securities fraud claims prodded Congress into action, the ultimate goal
of 8§ 510(b) ismorewide-ranging. If an equity investor isallowed to re-characterize investment losses,

the investor could effectively circumvent the absolute priority rule’s risk allocation provisions that

require a debtor to pay creditors ahead of equity. Congress designed § 510(b) to maintain the
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expectations of and risk allocations between these parties by placing securities claims below or on par
with the security on which the claim isbased. With this purposein mind, certain factorstake on special
importance in determining whether the necessary nexus exists between the claim at issue and the
purchase or sale of a security. For example, the parties expectations at the time of the original
transaction aresignificant. If the claimant’ sexpectationswerethose of aninvestor rather than acreditor
then subordination is more likely to serve the goal of the statute. Another factor is whether the claim
attempts to recoup lost investment value.

| conclude that the evidence of record is insufficient to determine whether the Amber Group’s
claim arisesfrom the purchase or sale of the Series E stock. Contrary to thetrustee’ sargument, theninth
circuit’s decision in Betacom does not compel subordination under the facts presented. Although
Betacom indicates that promissory note claims can be subject to mandatory subordination under
appropriate circumstances, it does not describe what type of circumstancesjustify subordination. Here,
the evidence explaining the original transaction does not clearly demonstrate whether the parties
intended this transaction to be a debt servicing arrangement or an arrangement to provide the Amber
Group with additional investment opportunities. Without additional facts, it isunclear that, as amatter
of law, the trustee is entitled to mandatory subordination.

| am also not convinced by the defendants’ assertion that their claim is no more than an attempt
to collect on a secured debt and has nothing to do with their rights with respect to the Series E stock.
JTS agreed to give the Amber Group the Series E stock as consideration for the Amber Group’s
agreement to guarantee JTS s debt to NationsBanc. Construed in thetrustee’ sfavor, thisfact suggests
that alien against JTS's assets was not enough to convince the Amber Group to provide collateral for
the NationsBanc loan. Rather, the group bargained for the opportunity to retain, or even improve, its
equity status, including the ability to enjoy the upside of that ownership interest if the company
recovered. After JTS defaulted on its note with NationsBanc, the Amber Group paid more than it
anticipated for the Series E stock. When viewed in this light, it appears that the Amber Group’s
assertion of its lien rights seeks to retrieve an investment loss and should be subordinated under
§510(b). The Amber Group defendants also are not entitled to summary judgment to the extent that the

sixth claim for relief is based on 8 510(b).
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2. Equitable Subordination

The doctrine of equitable subordination began as a judicially-created means to prevent
misconduct by fiduciaries of a bankrupt. See Pepper v. Litton, 308 U.S. 295, 311, 60 S. Ct. 238, 247
(1939). It has since been codified in § 510(c) of the Bankruptcy Code, which provides that the court
may,

under principles of equitable subordination, subordinate for purposes of distribution all

or part of an allowed claim to all or part of another allowed claim or al or part of an

allowed interest to al or part of another allowed interest.

11 U.S.C. 8 510(c)(1). Although this provision allows bankruptcy judges to subordinate claims, it
provides no guidance asto when or how to exercisethat power. The courts haveturned to common law
for direction. InInreMobile Seel Co., 563 F.2d 692, 700 (5" Cir. 1977), thefifth circuit attempted to
distill the available case law and proposed three criteriato be satisfied before equitable subordination
is appropriate: 1) the clamant must have engaged in some type of inequitable conduct; 2) the
misconduct must have resulted in injury to creditors or conferred an unfair advantage to the claimant;
and, 3) equitable subordination must not be inconsistent with the provisions of the Bankruptcy Code.
Moreover, when the claimant is an insider, the burden falls on the insider to prove theinherent fairness
of the transaction, but the party seeking subordination must first proffer some substantial factual basis
to support its allegation of impropriety. Id. at 701.

The Amber Group defendants argue that summary judgment is appropriate because the trustee
has no admissible evidence of inequitable conduct. They assert that the trustee relies solely on her
mandatory subordination claim. However, the defendants mischaracterize thetrustee' sresponse, which
clearly raises questions as to whether members of the Amber Group used insider positions to arrange
for NationsBanc’ sblanket lien against JTS sassetsand for the Amber Group’ ssubrogation rightsto that
lien at atime when NationsBanc did not require any lien at al. If thetrustee' sevidenceisbelieved, it
would support a finding that the defendants misused their positions to the disadvantage of other
creditors, which isjust the type of misconduct that the doctrine of equitable subordination is meant to
correct. The defendants are not entitled to summary judgment with respect to the equitable

subordination claim.
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V. Questions of Fact Preclude Summary Judgment on the Debt Forgiveness Claims.

In January 1996, Mitchell purchased 3 million restricted shares of JTS common stock with cash
and a$1.4 million note payableto JTS. Tandon also purchased 1 million restricted shares with no cash
down and a$1 million note payableto JTS. Neither Mitchell nor Tandon ever repaid these debts. Then,
at aduly 17, 1997 meeting of the JT Sboard, the board di scussed, and perhapsauthorized, theforgiveness
of thisdebt. Ultimately, the defendantscontend, thedebt wasforgiveninreturnfor Mitchell and Tandon
remaining with the company through June 1998.

A. The Eighth, Eleventh and Twelfth Claims for Relief - Breach of Fiduciary Duty,
Constructive Fraudulent Conveyance and Preferential Transfer.

In the eighth claim for relief, the trustee alleges that Mitchell and Tandon breached fiduciary
duties owed to JTS creditors by using their positions of trust to avoid their debts to the corporation.
Both sides seek summary judgment as to this claim.

Thetrusteeis not entitled to judgment if the defendants can satisfy their burden of establishing
the entire fairness of the transaction. At this juncture, however, the defendants need only provide
evidence demonstrating that thereis agenuineissue of fact regarding the transaction’ sfairnessto JTS.
The defendants assert that the transaction was fair because the debts were forgiven in exchange for
Mitchell and Tandon's agreement to remain with the company through 1998. They point to a board
resolution to this effect, to Tandon’ s declaration and to the recollection of other JTS directors. Taken
astrue, the evidence of servicesin exchange for the debt forgivenessis sufficient to defeat the trustee’s
request for summary judgment on the eighth claim for relief.

With respect tothedefendants’ motions, board ratification of thedebt forgivenesswould not shift
the burden to the trustee to establish the unfairness of thistransaction becausethetrusteeisrepresenting
creditor interests. Even if it did, however, there is no evidence that the required ratification occurred.
Under § 144(a)(1), ratification requiresthe affirmative vote of amajority of the disinterested directors.
At the time of the debt forgiveness, JTS had six directors, two of whom were interested in the
transaction. Because there were four disinterested directors, the debt forgiveness transaction had to be
ratified by the affirmative vote of three of those four. Only two disinterested directors, Tramiel and

Johnson, were present at the time the debt forgivenesswas allegedly authorized. | am not persuaded by
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defendants' argument that a majority of the disinterested directors of the quorum present is sufficient
for purposes of § 144(a)(1). Applying the plain meaning of the statute, ratification isimpossibleif less
than amajority of the disinterested directorsis present at the time of the vote.

Evenin the absence of ratification, the defendants urge that the debt forgiveness transaction was
entirely fair because the undisputed facts show that the loan forgiveness was intended solely as an
incentive to retain Mitchell and Tandon's services at a time when their services were critical to the
company’s survival. They argue that Mitchell’s and Tandon’s continued service served as fair
consideration. In support of their position, Mitchell and Tandon point to the minutes from the July 17,
1997 board of directors meeting that reflects a very specific resolution forgiving the notes, but also
conditioning cancellation of the notes on Mitchell and Tandon remaining actively involved with the
company through June 30, 1998. Defendants also rely on deposition testimony that indicates that the
disinterested directorsbelieved it wasvery important for Mitchell and Tandon to continueto operatethe
company.

The trustee counters with evidence that raises doubts as to what occurred at the July 17, 1997
board meeting. For example, she points to deposition testimony of both Mitchell and Tandon that
reflects their understanding that the debt forgiveness occurred immediately upon the board’s July 17,
1997 authorization. The testimony of other directors present at the meeting suggests that they
understood that theloanswould beforgivenif Mitchell and Tandon returned their sharesto the company
and that the lawyerswould work out thedetails. Y et, Matthew Sonsini, oneof JTS sattorneys, testified
that Cooley Godward worked for several monthsfollowing July 17 to determine the best mechanismfor
relieving Mitchell and Tandon of their obligations to JTS. The lawyers considered and discarded a
number of options, including a repurchase of the shares obtained via the loan or a recission of the
original loan transaction. Finally, the trustee has pointed to evidence suggesting that the July 17, 1997
minutes may not have been prepared until October 1998, morethat ayear after the debt forgivenesswas
allegedly authorized.

Construing the trustee' s evidence in the light most favorable to her, | conclude that a question
of fact remains as to whether the board properly authorized the debt forgiveness and, even if it did,

whether it received fair consideration in exchange. Without weighing the evidence, | cannot determine
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whether the debt forgiveness was authorized in exchange for the continued services of Mitchell and
Tandon or whether that explanation is simply an attempt to justify the transaction with the benefit of
hindsight. Because proof of fair considerationisessential to thedefendants’ burden, they arenot entitled
to summary judgment on this claim.

Mitchell and Tandon urgethat their agreement to stay with JTSinreturn for the debt forgiveness
also entitlesthem to summary judgment on thetrustee’ seleventh claim based on constructive fraudul ent
conveyance. Again, they arguethat JTS received reasonably equivalent value in exchange for the debt
forgiveness. Because this argument is based on the same evidence offered in support of their motion
on the eighth claim, summary judgment aso is denied as to the eleventh claim.

Only Mitchell hasmoved for summary judgment with respect to thetwel fth claim, which alleges
that the debt forgiveness was a preferential transfer of JTS's interest in the accounts receivable
represented by the loans. Aswith the eighth and eleventh claims, Mitchell asserts that the preference
claim fails as a matter of law because JT'S received adequate consideration for the debt forgiveness.
Again, summary judgment is inappropriate.

B. The Ninth and Tenth Claims for Relief - Illegal Purchase of Shares and Liability for
Unpaid Stock.

To the extent that the forgiveness of Mitchell and Tandon’ s debt constitutes a purchase of JTS

shares by the corporation, the trustee alleges that the purchase was in violation of 8 Del. C. § 160.
Section 160(a)(1) providesthat acorporation may not purchaseits own shares of capital stock when the
capital of the corporation isimpaired or would be impaired by the purchase. The director defendants
may be required to return any consideration paid for such a purchase pursuant to 8 Del. C. 8174.
Additionally, where a stockholder has not paid for stock in full and the assets of the corporation are
insufficient to satisfy the claims of the corporation’s creditors, 8 Del. C. 8 162 provides that the
stockholder shall be bound to pay the unpaid balance of the consideration owed.

Thedirectors urgethat they are entitled to summary judgment on both of these statutory claims
because thetrustee concedesthat the debt owing on those shareswassimply forgiven. If it wasforgiven,
the directors argue, the shares were not repurchased and no amount remains due on the notes. This

argument is not compelling because the trustee is allowed to plead and pursue aternative, inconsi stent
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theories. Margarita Cellarsv. Pacific Coast Packaging, Inc., 189 F.R.D. 575, 578-79 (N.D. Cal. 1999).
While it may be inappropriate for aplaintiff affirmatively to seek summary judgment on inconsistent
theories, see Farris v. Century Planners, Ltd., 858 F. Supp. 150, 154 (D. Kan. 1954), the trustee’s
motions are not incongruous. She concedes that if she her motion on the eighth claim had succeeded,
she would not aso be entitled to judgment on these conflicting statutory claims. Until it isjudicially
determined that the debt wasforgiven and that the board of directorsproperly authorized theforgiveness,

thereis no sound basis for precluding the trustee from pursuing the ninth and tenth claims for relief.

V. Summary Judgment is Appropriate With Respect to Claims Related to the Atari Bridge
L oans.

Inlate 1997, JTSdecided to sell certainintellectual property rightsthat it had obtained inits 1996
merger with Atari. However, JT Sneeded interim financing to maintain itsoperationswhileit negotiated
thesale. The Amber Group, including Amber Arbitrage, Mitchell, Tandon and Tramiel, agreed to loan
funds totaling $3 million secured by the Atari intellectual property. In February 1998, JTS sold the
intellectual property to Hasbro for $5 million, repaying the $3 million it had borrowed, along with
accumulated interest at an annual rate of 8.5 percent as set forth in the promissory notes documenting
the loans.

In her seventh claim for relief, the trustee asserts that repayment of the $3 million dollarswhile
JTSwasinsolvent breached fiduciary duties that Amber, Mitchell, Tandon and Tramiel owedto JTS's
creditors. Thetrusteereliessolely on her strict interpretation of thetrust fund doctrine, while defendants
Mitchell, Tandon and Tramiel seek judgment in their favor because the transaction was entirely fair.

Even upon insolvency, Delaware law has not strictly held that all payments to directors ahead
of other creditors constitute a breach of the directors' fiduciary duties. Although the court in Broad
Street Theatreconcluded that principlesof “applied common honesty” prohibited thedirector therefrom
paying himself before other creditors, nowhere did the court suggest that the result would be the same
under all circumstances. Broad Street Theatre, 174 A. at 116. Similarly, in Holloway, the court held
that payments to an interested director were void, but it stated that when such transactions are

challenged, the director who has profited bears the burden of proving that transactions with the
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corporation are fair. Holloway, 1977 WL 2573 at *3. Even in Bovay, the Delaware supreme court’s
decision was premised upon afinding that the interested directors personally profited at significant cost
to the corporation. Bovay, 38 A.2d at 820.

In light of these principles, it is clear to this court that the Atari bridge loans do not constitute
a breach of fiduciary duty to creditors of JTS. Instead, the undisputed facts reveal a unique set of
circumstances where corporate insiders provided interim financing, enabling the company to negotiate
asae and resulting in $2 million of additional funds after payment of theinterim loans. The loansto
the corporation and the corporation’s agreement to repay the insiders was integral to a much larger
transaction that resulted in a net benefit to the company. Under these facts, repayment of the loans
appearsto be entirely fair to the insolvent corporation and its creditors. The defendants are entitled to
summary judgment in their favor on thetrustee’ sseventh claimfor relief, and thetrustee’ s cross-motion

is denied.

V1. TheEvidenceisl|nsufficient to Grant Summary Judgment in Defendant’ s Favor astothe
Windbond Bridge L oan Claim.

According to the deposition testimony of Adron Beene, Tramiel’ sattorney, Tramiel gave Beene
$59,103 on October 27, 1997 for deposit into aJT Strust account. Shortly thereafter, acheck waswritten
on the trust account in the same amount for settlement of alawsuit against JTS. On November 7, 1997,
JT Sreceived $275,000i n settlement of itsclaimsagainst another company. Beene deposited thesefunds
in the trust account, and, on November 20, 1997 paid Tramiel $59,312. Beene explained that Tramiel
paid the $59,103 into the trust account because “probably JTS didn’t have the 59K. Jack fronted it for
them knowing that Tradewell was going to pay, and then Jack would get repaid. It was a bridge [oan.”

Aswith the Atari bridge loans, the trustee argues that the trust fund doctrine strictly prohibits
Tramiel from receiving repayment of this bridge loan in front of other creditors. The appropriate
standard, however, is whether the repayment was entirely fair to JTSin light of the particular facts of
the transaction. Because it is Tramiel’s burden to affirmatively establish the entire fairness of the

repayment, he is not entitled to summary judgment absent evidence satisfying his burden.

24

OPINION




© 00 N o o b~ w N P

N RN DN N N N N NN R P P R R R R R p
®w N o g A W N P O © 0N O 00 DM W N B O

Although Tramiel offered Beene's deposition testimony describing the transaction, a close
reading of that testimony reveal sthat Beenemerely specul ated about what “ probably” occurred. Further,
Tramiel has provided few details regarding the terms of the purported bridge loan, and those that are
provided raise more questions. For example, Tramiel’s fairness argument rests on the fact that JTS
received a seventeen day, interest free, bridge loan. Y et, Beene testified that Tramiel received $209
morethan heoriginally loaned to JTS. Whilethisdiscrepancy may not involvealargemonetary amount,
it underscores the need for further evidence concerning the specifics of the transaction.

Tramiel’s reliance on Odyssey Partners, does not change the outcome. Odyssey Partners
recognizesthat a director who has |loaned money to his corporation isnot required to forego hisright as
acreditor in the sense that the director has aright to maintain a claim against the corporation, just like
any other creditor. Odyssey Partners, 735 A.2d at 415 (Del. Ch. 1999). Nowhere, however, did the
court suggest that adirector’ srightsinclude aright to be paid ahead of other creditors especialy when
the payment is not entirely fair to the corporation. Because a question of fact remains regarding the
entire fairness of this transaction, the court is unable to grant summary judgment in favor of defendant

Tramid.

VIlI. The Evidence Only Supports Partial Summary Judgment Regarding the Fifteenth and
Sixteenth Claimsfor Relief Against the Attorney Defendants.

From January 1996 to April 1998, Cooley Godward represented JTS. During that time, Manoliu,
Sonsini and Pope performed legal work for JTS in connection with the business transactions at issue.
The trustee alleges that, through their work, the attorney defendants participated in and facilitated the
alleged misconduct, breached fiduciary duties owed to JTS and its creditors, and committed legal
mal practice.

A. The Sale of Real Property Transaction.

Tramiel initially discussed his purchase of the eight parcels with VirginiaWalker, JTS's chief
financial officer. After they had worked out the basic terms of Tramiel’s purchase, Walker contacted
defendant Pope, apartner in Cooley Godward’ sreal estate practice group, to finalize the transaction and
draft a sales contract reflecting the terms of the deal. Pope' sinitial conversation with Walker occurred
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on August 9, 1996. During this conversation, Walker advised Pope that an appraisal of the eight
properties indicated that their combined market value was $15 to $16 million. Over the next month,
Pope worked with Tramiel’ slawyer, Adron Beene, to draft the contract and to negotiate the remaining
details of the sale. The transaction closed on September 10, 1996. Pope had no further involvement
with JTS or the real properties after the agreement was executed.

The trustee asserts that Pope breached fiduciary duties owed to JTS and engaged in legal
mal practice because she failed to advise the board of directors that the property was being sold for less
thanfair market value, afact that could have adverselegal consequencesfor thecompany. Additionally,
the trustee contends that Pope should have counsel ed the board to structure the transaction as a secured
loan rather than a sale with a repurchase option. Pope seeks summary judgment in her favor on al
claims against her.

Whether the trustee’'s claim is framed as a claim for breach of fiduciary duty or for lega
mal practice, the essential elementsarevirtually identical. Each requiresproof of aduty, abreach of that
duty and damage proximately caused by the breach. See Stanley v. Richmond, 35 Cal. App. 4™ 1070,
1086 (1995)(breach of fiduciary duty); Garretson v. Miller, 99 Cal. App 4™ 563, 568 (2002)(legal
malpractice). Pope asserts that she had no duty to provide business advice to JTS, but, if she did, she
satisfied her duty. Popefurther assertsthat JTSreceived fair valuefor thereal propertiesand, therefore,
suffered no damage.

As the defendants point out, the scope of an attorney’ s duty will turn on the parameters of the
agreed representation. Piscitelli v. Friedenberg, 87 Cal. App. 4™ 953, 983 (2001). Nevertheless, an
attorney may still have aduty to alert clientsto legal problemsthat are reasonably apparent, even when
they fall outside the scope of the retention. Nicholsv. Keller, 15 Cal. App. 4" 1672, 1684 (1993). This
makes sense because a skilled attorney is substantially more qualified to recognize potential lega
problemsthanthetypical client would be. For that reason, in Nichols, the court concluded that attorneys
should be prepared to volunteer legal opinionswhen necessary to further aclient’ s objectivesand should
provide advice regarding alternatives where the failure to consider them could result in adverse

consequences. Id.
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Here, Pope urgesthat JTS retained her solely to draft the sales agreement for the sale of the real
propertiesto Tramiel and that no one has suggested that she made any error in reducing the transaction
to writing. But, the scope of Pope’'s duty to JTS is not so narrow. JTS hired Pope to be its legal
representative in thereal propertiestransaction. Although many of the terms had been negotiated at the
time she was retained, Pope still settled several details of the agreement on JTS' s behalf. These facts
indicate that her role was greater than that of mere scrivener. The undisputed facts al so establish that
Pope was aware from the beginning that JTS, a struggling company, was about to sell its eight parcels
of property for approximately $5-6 million less than their appraised value. Even if she had not been
retained specifically toinvestigate thefair market val ue of the properties, the potential harmto JTSfrom
such a deal should have been reasonably apparent. While Pope may have believed it was outside the
scopeof her representation to solve the problem, that does not relieve her of the duty to inform her client
of the possible need for further legal advice. Indeed, even Pope has conceded that lawyers must advise
their clients “on matters that they were hired to provide advice about, as well as any other legal issues
outside their representation, ‘which are reasonably apparent.’”

| am also not persuaded by Pope’ s argument that she did not breach any duty because she knew
that JTS aready knew the value of the property. Pope contends that she had no obligation to disclose
the apprai sed value of the properties because Pope learned that information from JTS's chief financial
officer. But, Pope' sduty was not to simply advise JTS of the properties’ value. Her obligation was to
advise that, in light of that value, the transaction could have adverse legal consequences for JTS.
Construed in the trustee's favor, it is reasonable to conclude from the evidence that JTS would have
acted differently if it had been cautioned that a sale at less than fair market value might breach duties
JTSowedtoitscreditors. If proven at trial, then, the failure to provide such advice would constitute a
reasonable basis for concluding that the attorney defendants' conduct proximately caused the alleged
damage. Viner v. Sweet, 30 Cal. 4™ 1232, 1242-43 (2003).

Pope’ s final assertion, that JTS suffered no damage as a result of the real estate transaction is
equally unconvincing because questions of fact preclude any determination, asamatter of law, that JTS

received fair value. Until thisdeterminationismade, it cannot be said that JTS suffered no damage. As
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aresult, neither Pope nor the other attorney defendantsinvolved inthereal estate transaction are entitled
to summary judgment with respect to the fifteenth and sixteenth claims for relief.

B. The NationsBanc - Series D/E Stock Exchange Transaction.

The attorney defendants seek summary judgment on each claim that arises out of the
NationsBanc transaction because the transaction did not damage either JTS or itscreditors. They insist
that the security interest in JTS' sassetswas necessary because Amber insisted on security for the Amber
Group in the event that the certificates of deposit were drawn down to make payments on the
NationsBanc line of credit. Even if NationsBanc did not request the lien, afact which the defendants
dispute, they contend that Amber’s insistence made the lien an integral piece of the three way
transaction.

The attorney defendants argument is premised on one version of the facts. However, thereis
also evidence that reasonably suggests that the blanket lien was employed as a means to make it more
difficult for other creditors to recover money from JTS. For example, the deposition of Pamela
Martinson, a Cool ey attorney that worked on the NationsBanc transaction, indicates that she was aware
of another case where alien was used to make it harder for creditors to attach assets. Her notes reflect
an intent to protect JTSin the same manner. Prezioso’ s deposition further suggests that the purpose of
thelien wasto thwart various creditorswho were attempting to seize JTS sassets. Intheend, aquestion
of fact remains asto whether the lien wasintegral to the NationsBanc transaction, as defendants argue,
or whether the lien was added to the transaction as an obstacle for JTS's other creditors.

| am also not convinced by the attorney defendants’ argument that the trustee has no standing to
bring her NationsBanc related claims because trustees may only sue for actions that injure creditors if
the conduct first harmed the debtor corporation. They assert that JTS was not injured because the
security interest did not hinder JTS's operations or decrease its assets. This argument is unavailing.
Injury for standing purposes can result from the erroneous imposition of alien because the attachment
inand of itself can have adverse consequencesfor theowner. Demillev. Belshe, 1994 WL 519457 (N.D
Cal. Sept. 16, 1994).

Although the questions of fact surrounding the blanket lien are sufficient to preclude summary

judgment, certain other defense arguments merit brief comment. The attorney defendants assert that
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they cannot be held liable for assisting in the exchange of Series E stock for the Series D stock because
the trustee cannot establish damages. They correctly point out that the sharestransferred only represent
units of ownership interest with no extrinsic value to the corporation. Inre Curry and Sorensen, Inc.,
57 B.R. 824, 829 (B.A.P. 9" Cir. 1986). Thetrustee's attempt to circumvent the damage requirement
because the Series E stock unjustly enriched the Amber Group is not persuasive. The cases permitting
unjust enrichment to substitute for damages in breach of fiduciary claims are based on the policy
decision that extinguishing the ability to profit personally from breaches of fiduciary relationshipswill
remove the temptation to engagein such breaches. See Thorpev. Cerbco, Inc., 676 A.2d 436, 445 (Ddl.
1996). Thispolicy is not served unless the fiduciary is unjustly enriched by his own conduct. In the
fifteenth claim for relief, the attorney defendants are the fiduciaries, not the Amber Group. Becausethe
trustee has not provided evidence that the attorney defendants profited from the exchange of the Series
D and Series E stock, unjust enrichment cannot satisfy the damage element of the breach of fiduciary
duty or legal malpractice claims.

C. The Debt Forgiveness Transaction.

The evidence surrounding JTS's purported decision to forgive $3 million of debt owed by
Mitchell and Tandon isconfused and conflicting. Asaresult, thetrustee hasfound it necessary to plead
several alternative theories of recovery against the director defendants, none of which is ripe for
summary judgment. Although the attorney defendants contend that they did not breach any duties owed
to JTS or commit mal practice with respect to the debt forgiveness transaction, that contention is based
on one version of the facts. As discussed earlier, the court will need to weigh the evidence and the
credibility of the witnesses to determine whether the debt was forgiven, whether the board properly
authorized the forgiveness and whether JTS received fair consideration for any alleged forgiveness.
Until these basic factsrelated to the transaction are devel oped, it isimpossible to determine whether the
attorney defendants have breached any duties owed to JTSrelated to the transaction. Asaconsequence,
summary judgment is not warranted based on the absence of breach of duty.

Additionally, the attorney defendantsmaintain that the debt forgivenesstransaction wasentirely
fair and did not damage JTS or its creditors. This argument failsin light of the previously identified

questions of fact related to the transaction’s fairness and whether JT'S received fair value in exchange
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for the forgiveness. On the record before the court, it is unclear whether the forgiveness was
consideration for the continued services of Mitchell and Tandon, or whether that explanation isan after-
the-fact judtification for a transaction that otherwise damaged JTS. The attorney defendants are not
entitled to summary judgment on any claims against them related to the debt forgiveness transaction.

D. Atari Bridge Loans Transaction.

In light of my earlier conclusion that the Atari bridge loans were entirely fair, the attorney
defendants did not breach any duty owed to JTS related to that transaction. Partial summary judgment
is appropriate to the extent that the fifteenth and sixteenth claims against the attorney defendant are
based on the Atari bridge loan.

E. Series B/C Stock Exchange Transaction.

The trustee alleges that the attorney defendants committed legal mal practice related to a sixth
business transaction that is not elsewhere at issuein thislitigation. Shortly after the Atari merger, JTS
conducted two private placements of convertible preferred stock. First, in October 1996, it sold 15,000
share of Series B Convertible Preferred Stock for $1,000 per share for atotal of $15 million. A few
months later, in January 1997, it sold 25,000 shares of Series C Convertible Preferred Stock for atotal
of $25 million.

Both the Series B and Series C shares were convertible into JTS common stock at a rate equal
tothelower of either $3.6125 per share or afloating conversion price equal to 85% of theaveragelowest
trading price over the five day period immediately preceding the conversion. This means of raising
capital is known as the placement of floorless convertible securities because the holder of the security
is protected against declining stock prices by the 85% of market price option and there is no maximum
number of shares that can be received as the issuer’s market price decreases. Because the floorless
nature of this financing creates significant risk for struggling companies, it is sometimes called “toxic
convertible” or “death spiral convertible” financing. Throughout 1997 and 1998, JTS's stock price
declined and the holders of the Series B and C stock began converting their shares. Eventualy, JTS
issued over 64 million shares of common stock to the Series B and C stockholders. The trustee’s
mal practice claimispremised ontheattorneys’ failureto appreciate and advisethe JT Sboard about risks
associated with the placement of the Series B and C convertible stock.
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The defendants point to deposition testimony indicating that Lip-Bu Tan and Jean Del eage, both
members of JTS' s board, understood that the financing was “risky” and “presented a certain danger.”
Deleagefurther stated that Cooley described the mechanics of the financing to the board. Based onthis
testimony, they arguethat the undi sputed facts show that they adequately advised JT S about the potential
dangersof thefinancing arrangement and that the directors decided to proceed despitetheir appreciation
of therisks. To the contrary, evidence that Cooley described “mechanics’ does little to establish that
theattorney defendants adequately advised the directors of therisk associated with floorless convertible
financing. Nevertheless, the key question on this motion is whether the trustee has any evidence that
the attorney defendants did not provide adequate advice. Inthisregard, Tan testified that no one from
Cooley ever advised him that the issuance of Series B or C shares might affect the trading price of JTS
common stock. Further, Mitchell testified that at the time of the transactions, he had no understanding
of theterm “floorless” or its significance with respect to the decision to issue the Series B or C stock.
Finally, Tandon stated that he does not recall any attorney explaining the nature of the transactions or
advising theboard of thefinancial risksinvolved. Onereasonableinferencefrom thetrustee sevidence
is that the defendants failed to provide an appreciation of the dangers of the floorless convertible
financing or itspotential impact on the company. Because the attorney defendants had aduty to explain
those risks, a question of fact remains as to whether the attorney defendants breached that duty.

There is aso some evidence that the investorsin the B and C Series stock may have agreed to
alock-up period that would have prevented them from selling their stock asthey did in 1997 and 1998.
However, this provision was not included in the written documents. It is reasonable to expect that an
attorney retained to review documentation of the transaction would insure that significant terms, like a
lock-up provision, were part of the written agreement. Evenif it was not within the scope of their duty
to correct the omission, thereis aquestion of fact asto whether the applicable standard of carerequired
the attorney defendants to alert JTS that a seemingly important provision was omitted and could have
adverse consequences for the company.

Thelast question iswhether any alleged breach of duty proximately caused damageto JTS. To
succeed on her malpractice claim, the trustee must demonstrate that but for the alleged malpractice, it

ismorelikely than not that JTS would have obtained amorefavorableresult. Viner, 30 Cal. 4™ at 1242.
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While it is not necessary to prove causation with absolute certainty, there must be evidence,
circumstantial or otherwise, which formsareasonable basisfor concluding that the defendant’ s conduct
was a cause in fact of the result. 1d. at 1243, quoting, Ortega v. Kmart Corp 26 Cal. 4™ 1200, 1205
(2001).

The attorney defendants urge that the sale itself caused no damage because it improved JTS's
financia condition by raising $40 million in new funds. They further maintain that the trustee cannot
prove that the conversion of the Series B and C shares, rather than general market forces, drove down
the price of JTS' s stock. Evenif it did decline, they argue, JTS's stock has no extrinsic value to the
corporation and, therefore, any decline in value could not damage JTS or its creditors. The trustee
responds with deposition testimony of Roger Johnson, a JTS director, indicating that the Series B and
C investors aimost immediately began “short selling” their Series B and C shares in breach of an
agreement not to do so. Johnson further testified that the salesled to a“terrible cascading” in value of
the stock. Further, thetrustee' s expert has expressed the opinion that the dilution of JTS shares and the
resulting declinein value impaired JTS's ability to raise capital from other sources.

The trustee’ s evidence is sufficient to raise a question of fact on the issues of causation and
damage. As aresult, summary judgment is denied to the extent that the sixteenth claim for relief is

based on the Series B and Series C stock transactions.

VIIl. Questions of Fact Generally Preclude Summary Judgment on the Derivative and Other
Miscellaneous Claims.

A. Summary Judgment on the Derivative Clamsis Only Appropriate to the Extent that the
Claims Are Based on the Atari Loans Transaction.

In her eighteenth through twenty-first claims, the trustee seeks to hold the directors who were
not personally involved in aparticular transaction responsiblefor the alleged breaches of fiduciary duty
committed by theinterested directors. Each claim assertsan independent basisfor imposing liability on
thedirectorsnot actively involved in the specific transactions. The eighteenth claim assertsthat the non-
interested directors independently breached fiduciary duties owed to JTS's creditor body when they
approved the transactions, either knowing those transactions violated the interested director’ s duty of

loyalty or without conducting sufficient investigation to properly inform themsel ves of thebreach. This
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clam, however, does not include liability based on the failure to exercise due care. The nineteenth
claim asserts that the non-interested directors aided and abetted the various breaches of fiduciary duty
and the twentieth claim urges that the other directors conspired with the interested directors to breach
their duties with respect to each transaction. The twenty-first claim alleges that the conduct at issue
constitutes unfair business practices in violation of California statutory law. Similarly, in her
seventeenth, twentieth and twenty-first claims, the trustee alleges that the attorney defendants are
responsiblefor thedirectors' breachesof fiduciary duty under theoriesof aiding and abetting, conspiracy
and unfair business practices.

All defendants seek summary judgment on these counts becausethe underlying transactionswere
fair and did not damage JTS. However, the court was only able to conclude that the Atari bridge loans
transaction was entirely fair to JTS and its creditors. Further, questions of fact regarding damage must
beresolved at trial. Partial summary judgment is granted in favor of the defendants only to the extent
that the seventeenth through twenty-first claimsfor relief arebased onthe Atari bridgeloans. Inall other
respects, the derivative claims stand.

Mitchell’ s further argument that the trustee has failed to establish any aiding and abetting or
conspiracy claim against himisunavailing. The elementsof an aiding and abetting claim include 1) the
existence of afiduciary relationship, 2) breach of the fiduciary’ s duty, and 3) knowing participation in
that breach. In re Healthco, 208 B. R. 288, 309 (Bankr. D. Mass. 1997). However, proof that the
defendant fiduciary was advised that the transaction would breach the fiduciary’ s duty is not required.
Id. Although Mitchell asserts that the third element is unsatisfied because there is no evidence that he
believed his conduct constituted atort or was otherwise unlawful, there is evidence that Mitchell knew
all the essential detail s of the transactions, and asaboard member, he acted to approve and facilitate the
transactions. That conduct is sufficient to establish a question of fact asto his knowing participation.

Mitchell likewise argues, with respect to the conspiracy claim, that thereis no evidence that he
knew or intended to participate in any wrongful conduct. Although knowledge of the conspiracy’s
wrongful objective is akey element of aconspiracy claim, knowledge and intent may be inferred from
the nature of the acts, the relation of the parties and other circumstances. Kidron v. Movie Acquisition

Corp., 40 Cal. App. 4™ 1571, 1583 (1995). Again, knowledge of the essential details of thetransactions
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coupled with Mitchell’ s knowledge that he was afiduciary is sufficient to raise a question of fact asto
Mitchell’ sawareness of awrongful objective. To the extent that the derivative claimsare not based on
the Atari bridge loan transaction, they must be resolved at trial.

B. Summary Judgment is Appropriate With Respect to the Alter Ego Claim.

Thetrustee' sfourteenth claim for relief seeksto hold Mitchell, Tandon and Tramiel personally
liable for all the debts of JTS because the corporation is nothing more than the alter ego of those
directors. The parties primarily point to Delaware law with respect to the alter ego question and the
court agrees that Delaware law controls thisissue. See Mobil Oil Corp. v. Linear Films, Inc., 718 F.
Supp. 260, 267 (D. Del. 1989), citing, 2 E. Folk, R. Ward & E. Welch, Folk on the Delaware General
Corporation Law 8 329.3 (2d ed. 1988)(question whether to disregard the corporate entity isdetermined
under Delaware law when it is a Delaware corporation that would be ignored).

It is a difficult task to persuade a court to disregard a corporate entity under Delaware law.
LaSalle National Bank v. Perelman, 82 F. Supp. 2d 279, 295 (D. Del. 2000). A corporationispresumed
to be separate and distinct entity. The trustee must satisfy atwo prong test before JTS' s corporate form
will be disregarded: 1) the corporation and the shareholders must be operating as a single economic
entity, and 2) there must be an overall element of injustice or unfairness. Inre Foxmeyer Corp., 290
B.R. 229, 235 (Bankr. D. Del. 2003). The courts consider many factors, including commingling of
funds, the holding out of one entity asliablefor the debts of the other, disregard of corporate formalities
and lack of separate corporate records, to determine whether the corporation and the shareholder or
shareholders are operating asasingle economic unit. 1d. at 235. Thesefactors do not, however, satisfy
the second prong of the alter egotest. 1d. at 236. Instead, there must be additional proof that somefraud
or injustice has resulted from the defendants' misuse of the corporate form. Id. at 236.

Under these standards, the trustee’ s evidence of inadequate capitalization, assumption of debt,
asset stripping and improper mai ntenance of corporaterecords, evenif proven, isnot sufficient to pierce
the corporate veil. The trustee has offered no evidence that JTS was formed to effectuate any type of
fraud or injustice with respect to creditors. To the contrary, the evidence reveals that JTS had real
business objectives. It had an operating board of directorsthat met regularly, retained its own corporate

counsel which regularly advised the corporation concerning the corporation’s business affairs and
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maintained its own bank accounts and corporaterecords. Thereisnothing to indicate that there was any
attempt to use JTS's corporate form to defraud or otherwise deceive those who did business with the
corporation.

Because the trustee has failed to offer evidence raising agenuine question of fact regarding the
overal element of fraud or similar injustice, summary judgment isgranted with respect to the fourteenth
claim for relief.

C. Mitchell’ s Request for Summary Judgment With Respect to the Trustee' s Request for
Punitive Damages |s Denied.

Defendant Mitchell assertsthat the facts warrant summary judgment on the trustee’ srequest for
punitive damages against him because thereisno clear and convincing proof that he acted with malice.
To recover punitive damages, the trustee must prove by clear and convincing evidence that Mitchell is
guilty of despicable conduct with awillful and conscious disregard for the rights of others. Heller v.
Pillsbury Madison & Sutro, 50 Cal. App. 4™ 1367, 1390 (1996). Although thetrustee’ sevidencein this
respect isnot strong, it indicates that Mitchell affirmatively sought relief from hisdebt to JTSat atime
when the company was having difficulty paying its debts. In light of hisfiduciary duties as a director
of the company, his actions to further his personal interest are sufficient to raise a question of whether
he was acting in conscious disregard for the rights of the company’ s other constituent groups. In light
of the many factual issues that remain and the evidence that Mitchell disregarded the rights of others,
summary judgment is unwarranted.

D. The Trustee' s Counter-Motions for Summary Adjudication of Issues Are Denied.

_Inresponsetothedefendants’ multiple motionsfor summary judgment, thetrustee asksthe court
to rule as amatter of law on avariety of specific legal and factual issues. The legal issues have been
addressed and need not be considered further. With respect to adjudication of facts, the many factual
disputes discussed above a so preclude adjudication in favor of the trustee. Moreover, the defendants
have not yet had the opportunity to compl ete expert discovery. Asaresult, summary adjudication of any

issue involving expert testimony is premature.

CONCLUSION
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The poundage of paper filed in support of and in opposition to the motions before the court is
atestament to the multitude of disputed facts, evidentiary objections, and conflicting inferencesthat the
parties have culled from the evidence. Under these circumstances, the admonition to use caution in
grantingsummary judgment isparticularly relevant. Itisentirely appropriateto deny summary judgment
where there is reason to believe that the better course isto proceed to full trial. Anderson, 477 U.S. at
254, 106 S. Ct. at 2513. While deciding whether to grant summary judgment may have been close in
some instances, the significance of the unresolved questions of fact demonstratesthat trial isclearly the
more expedient course.

For the reasons explained, summary judgment is granted in favor of the director defendants on
the trustee' s seventh and fourteenth claimsfor relief. Further, partial summary judgment is granted in
favor of all defendants on the seventeenth through twenty-first claimsfor relief to the extent that those
claims are based on the Atari bridge loans transaction. In al other respects, all motions for summary
judgment and for summary adjudication of issues are denied.

Good cause appearing, IT IS SO ORDERED.

DATED:

UNITED STATES BANKRUPTCY JUDGE
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Adv. No. 00-5423

UNITED STATESBANKRUPTCY COURT
FOR THE NORTHERN DISTRICT OF CALIFORNIA

CERTIFICATE OF SERVICE

I, the undersigned, a regularly appointed and qualified Clerk in the office of the
Bankruptcy Judges of the United States Bankruptcy Court for the Northern District of California, San
Jose, California hereby certify:

That | am familiar with the method by which items to be dispatched in official mail from the
Clerk's Office of the United States Bankruptcy Court in San Jose, Californiaprocessed on adaily basis:
all suchitemsareplacedinadesignated bininthe Clerk'sofficein asealed envel ope bearing the address
of the addressee, from which they are collected at | east daily, franked, and deposited in the United States
Mail, postage pre-paid, by the staff of the Clerk's Office of the Court;

That, in the performance of my duties, on the date set forth below, | served the OPINION inthe
above case on each party listed below by depositing a copy of that document in a sealed envelope,
addressed as set forth, in the designated collection bin for franking, and mailing:

Jeffrey C. Wurms Susan Harriman

Daniel Rapaport Andrea Evans

Wendel, Rosen, Black & Dean Keker & Van Nest

1111 Broadway, 24™ Floor 710 Sansome Street

Oakland, CA 94607-4036 San Francisco, CA 94111-1704
Craig S. Ritchey Mark Fredkin

David A. Kays William Siamas

Ritchey Fisher Whitman & Klein Morgan, Franich, Fredkin & Marsh
1717 Embarcadero Road 99 Almaden Boulevard, Suite 1000
Palo Alto, CA 94303 San Jose, CA 95113-1606

Christian B. Nielsen
JessicaA. Mahoney
Robinson & Wood, Inc.
227 North First Street
San Jose, CA 95113

In addition, | am familiar with the Court's agreed procedure for service on the United States
Trustee, by which a copy of any document to be served on that agency isleft in adesignated binin the
Office of the Clerk, which biniscollected on adaily basis by the United States Trustee's representative.
In addition to placing the above envelopes in the distribution bin for mailing, | placed a copy of the
OPINION in the United States Trustee's collection bin on the below date.

| declare under penalty of perjury under the laws of the United States of America that the
foregoing is true and correct.

Executed on:

Clerk
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